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On May 29, President Alberto Fujimori's government signed a new letter of intent with the
International Monetary Fund (IMF). The accord should help pave the way for new loans and
donations from bilateral and multilateral sources, while encouraging foreign commercial creditors
to restructure the country's debt in arrears. Nevertheless, economists and business organizations
in Peru criticize the agreement for limiting the amount the government can spend on social
development programs, and for rejecting requests by the private sector that the government grant
tax breaks to stimulate economic growth.
The Fujimori administration maintained lengthy negotiations with the IMF throughout the first
quarter of this year, leading to a three-week visit to the country by a high- level IMF delegation in
March and April.
Although the government did haggle with IMF negotiators for months over some aspects of the
accord especially spending limits on allocations for social development programs in the end the
Fujimori administration compromised on some fundamental issues, particularly its fiscal goals for
1994.
The accord's central goals and measures include:
* A commitment to lower annual inflation this year to below 20%, down from 39.5% in 1993. If
achieved, it would represent an important concession to the IMF, since in December the government
had set a 25% annual inflation target for 1994.
* An increase in net foreign reserves throughout the year of US$151 million. At present, the
country's total reserves stand at more than US$2.8 billion.
* Between 5% and 6% GDP growth in 1994, compared to 6.5% growth in 1993.
* A promise to maintain a free-floating foreign exchange rate, plus a commitment to open the
economy more to foreign commerce.
* A pledge to increase tax income to a minimum of 12.1% of GDP, up from about 10% in 1993.
Among other things, the government agreed to postpone tax breaks for businesses until at least
next year, cease all plans to broaden the country's "free trade zones," establish modern methods to
collect taxes through the national banking system to increase efficiency, and compile a directory of
the 7,000 largest tax payers in Peru to keep closer tabs on tax payments. In addition, the government
promised to introduce new measures to increase revenue if income from taxes does not reach the
12.1% target.
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* An agreement to channel a maximum of US$250 million of the US$3 billion the government
expects to earn from the privatization of state firms this year into social development programs. If
the government earns in excess of the US$3 billion, up to a fourth of the extra income could be used
for social spending. Most of the remaining revenue earned from privatizations will be used to pay
off the foreign debt.
All told, the government can earmark up to US$875 million for social spending in 1994 according to
the IMF agreement, which would include contributions from the privatization program, loans and
donations from foreign sources, and other government revenue. If the government spends the full
amount, the total increase in social spending would be equivalent to 0.2% of GDP. Although the
letter of intent must still receive final approval from the IMF directorate in Washington, the Fund
is expected to rapidly endorse the agreement since the IMF's negotiating team already accepted in
principle the terms of the accord.
The government hopes that IMF backing for its economic program will now pave the way for a debt
restructuring agreement with foreign commercial creditors. In late 1993, the Fujimori administration
opened talks with some 240 foreign private banks to restructure payment schedules on about US$6.5
billion in principal and interest in arrears. As part of those negotiations, the government proposed
to buy back about 30% of the commercial debt, while negotiating a 35% reduction on the remaining
70% of the debt under terms of the so-called "Brady Plan.”.
The IMF accord should strengthen the government's ability to negotiate acceptance of its proposal.
In addition, the IMF stamp of approval will likely encourage multilateral lending institutions and
foreign governments to grant more aid to the country, while at the same time approving new
deferrals on debt repayments by Peru. In early 1993, the government renegotiated its debt in arrears
with the multilateral organizations, and reached separate agreements with the Paris Club of creditor
governments. As a result of last year's debt negotiations, a support group of 19 foreign governments
and financial institutions headed by the World Bank approved an emergency assistance program
for Peru in June 1993. At that time, the group agreed to provide US$900 million to finance social
development projects, but only US$500 million has so far been received by Peru.
Thus, in mid-May, Economy Minister Jorge Camet headed a government delegation to Paris for
a new round of talks with the support group. At the meeting, the group praised the government's
economic program and the new accord with the IMF, and reaffirmed its commitment to provide
the remaining US$400 million in promised aid. The group also agreed to consider more loans and
donations for the future. In addition, while in Paris Camet initiated talks with some individual
members of the Paris Club to seek new debt reduction agreements on the country's bilateral debt.
Under the 1993 accord with the full Paris Club, Peru already received approval to defer payments on
about US$1.9 billion of debt that was scheduled to come due before 1996, although in exchange the
government agreed to pay off about US$1.16 billion of its debt before 1995. Peru owes a total of US
$8.8 billion to members of the Paris Club, the most important of which are Germany, Canada, Spain,
the US, France, Japan, Great Britain, Sweden, and Switzerland. Now, with the IMF negotiations
concluded, the government hopes to work out a series of additional debt reduction agreements with
individual members of the Paris Club. In particular, Peru has asked Germany, Canada, and Finland
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to pardon most of its bilateral debt with each of those nations in exchange for a commitment by Peru
to rechannel the funds it owes into domestic environmental protection programs.
The Fujimori administration already signed a similar accord with Switzerland, which is touted
as a model in bilateral negotiations with the other countries. Under the agreement, Switzerland
pardoned the majority of Peru's US$120 million bilateral debt in exchange for the establishment of a
US$33 million government fund to finance social and environmental development projects. The new
fund should begin operating later this year.
Notwithstanding the country's improved standing in the international financial community, the IMF
accord has come under heavy criticism from domestic groups in Peru. On the one hand, many local
economists and most opposition politicians accuse the government of caving in to IMF demands
to limit to US$250 million the amount of privatization earnings that can be earmarked for social
spending this year. Indeed, during negotiations in February and March, the Fujimori administration
had requested that up to US$450 million of the US$3 billion in expected earnings this year be
channelled into social development.
In April, even President Fujimori publicly criticized the IMF, ordering Economy Minister Camet to
postpone signing of the letter of intent to pressure the Fund to be more flexible. Nevertheless, the
IMF position prevailed since the final accord stipulates that any spending in excess of the US$250
million must either come from future privatizations or from other sources, thus provoking charges
by some prominent economists of IMF meddling in the country's internal affairs.
"There is excessive interference by the Fund in the economic management of Peru," said Jorge
Gonzales, dean of the economics department of the Pacifico University in Lima. "Whatever excess
money we earn from the sale of state firms cannot be channelled into social spending unless we first
get the approval of the multilateral lending institutions. But that money forms part of our national
patrimony and it should be freely available for our use." On the other hand, the country's business
associations complain that the government's proposed fiscal and monetary policies represent
an excessive burden on the private sector, which had demanded a series of tax breaks and other
measures to stimulate production.
Business leaders say the export sector will especially suffer, since the government promise to
the IMF to lower inflation to below 20% this year means the Fujimori administration is unlikely
to accommodate demands by exporters to devalue local currency to make Peru's goods more
competitive on the world market. Since the beginning of this year, the country's principal export
associations have argued that the sol is overvalued and should be devalued by up to 50% to provide
adequate incentives for exporters.
"The government's GDP growth goals as outlined in the letter of intent are largely based on
stimulating the construction sector rather than the export sector," said Javier Iguinez, an economist
from the Catholic University (Universidad Catolica). "It is clear that, given the approaching general
elections, an expansion of construction will provide the government with substantial political capital
since it will rapidly generate temporary employment while demonstrating visible progress through
the building of new houses, schools, and roads. But what Peru needs is sustainable growth, not just
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a momentary spurt of economic activity through construction, which is financed through public
spending. Given the limited domestic market, we need to adequately promote the export sector."

-- End --
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